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CHAPTER I 



INTRODUCTION 

Mutual funds have* in the past two decades* become one 
of the most popular investment mediums* especially for the 
small investor. Mutual funds have been the most rapidly 
growing segment of the financial Intermediaries and this dra- 
matic growth* continuing even today* has resulted in mutual 
funds becoming an investment medium of significance. Be- 
cause of this growth* much attention has been drawn to the 
adequacy of government regulations and the degree of investor 
protection provided mutual fund investors. There exists an 
extensive body of laws regulating the securities industry in 
general and the invesrnent companies in particular.^ Several 
studies have been conducted to identify the major problems 
and regulation deficiencies surrounding the mutual fund in- 
dustry.' 5 Despite the statutory regulation presently applied 
to the mutual fund industry* there has always been a. nagging* 
reoccurring doubt surrounding the adequacy of the regulatory 
measures applying to the management companies and management 
advisors who operate the many mutual funds. While no ra- 

^See Chapter II* infra . . 

“See Chapter II* infra . 

2 See Chapter III, infra. 
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tional investor could, expect protection against loss of capi- 
tal as a result of market fluctuation* it is rational to expect 
maximum protection from fraud* tad faith* willful misfeasance* 
gross negligence* or reckless disregard by the managment 
organization in the performance of their obligations and 
duties. It is this area of management actions that is the 
subject of this Thesis. 



Statement of Problem 

The expansion of the mutual fund industry during the 
past tv;o decades has occurred in both the number of share- 
holders and in the net asset value of the funds. ^ This great 
Investor interest has precipitated the formation of several 
new mutual funds and a resultant increase in the number of 
personnel and organizations managing the mutual funds and 
their assets. When so many people are involved with respon- 
sibility for so large a concentration of investment funds* 
the question of adequate regulation and control of the in- 
dustry is constantly being reexamined. The purpose of this 
research project is to determine if present Federal regula- 
tion of mutual fund management advisor groups is adequate 
for investor protection from fraud and general gross mis- 
management of factors other than loss of principal. 

The basic research question of this study is: Is pre- 
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sent Federal regulation of mutual fund management companies 
adequate for investor protection? This basic question sug- 
gests several subsidiary questions: 

1. What has been the history of open-ended investment company 
regulation? 

2. What are the current issues relating to mutual fund 
management company regulation? 

3. How effective are existing regulators' measures that apply 
to managers of open-ended investment companies? 

4. Do existing regulatory measures adequately protect in- 
vestors? 

5. Is there a need for additional regulation? 

Scope of the Stud y 

This research studs' will be directed primarily toward 
identity and analysis of existing regulators' measures appli- 
cable to management companies and investment advisors asso- 
ciated with mutual funds. The primary objective is to deter- 
mine if the present body of Federal regulatory statutes pro- 
vides reasonably adequate investor protection. The studs' will 
consider only those companies which are actively operating, 
managing, or providing investment advisory service to mutual 
funds. Mutual funds are more accurately labeled open-ended 
investment companies; however, within this report the terms 
mutual fund, open-ended investment cornpans', and investment 
company will be used interchangeably. ^ The research study 

It is assumed that a definition and explanation of 
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will identify and review existing regulatory statutes, isolate 
applicable provisions that apply to regulation of mutual fund 
management companies, analyze the effectiveness and adequacy 
of the existing law, and determine if additional regulation 
of management companies is necessary in order to provide ade- 
quate investor protection. The research effort is directed 
toward measuring the adequacy of Federal regulations in pro- 
viding shareholder protection from fraud, willful misfeasance, 
had faith, gross negligence or reckless disregard by the 
management companies in their obligations and duties. The 
term gross mismanagement will be used as an all inclusive 
term for the management action under examination. 

It is hoped that an analysis of the effectiveness of 
existing mutual fund management company regulation will afford 
an adequate basis for determination of what additional mea- 
sures, if indeed there are any, are necessarjr in order that 
the individual mutual fund shareholder may be reasonably and 
adequately protected from fraud and gross misfeasance. This 
study is timely in the respect that the Congress passed into 
law the Investment Company Amendments Act of 1970 . This act 
amended the basic mutual fund regulatory statue, viz., the 



these terms is unnecessary for readers of this thesis. For 
further information on investment companies, their organiza- 
tion, operations, and structure, see investment Companies 
1C70 , by Wiescn'berger Services, Inc., New York. 
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Federal Investment Company Act of 1940. ^ It is timely and 
appropriate, therefore, to review the situation in light of 
the newly amended lav; and determine if the Federal "body of 
regulatory lav/ is adequate as it pertains to management com- 
panies of mutual funds. 

The study is limited in that it considers only the Fed- 
eral sector of regulation and disregards, for the most part, 
the role of State statutes. Further, the study analyzes only 
that part of the regulation system that applies to management 
companies. It is further limited in scope to only those man- 
agement companies that are associated with open-ended invest- 
ment companies. Therefore, it is not intended that statements 
contained in this research study be applicable to all regula- 
tory issues or all investment companies. It should also be 
noted that this study does not consider the items of investor 
protection from the loss of capital or the "performance" of 
mutual fund management companies. 



Methodology of Study 

Information and data for this study was derived from 
secondary sources including SEC studies, independent studies. 
Senate and House reports, and contemporary books written about 
the mutual fund industry. Other sources were textbooks, arti- 
cles, financial newspapers, industry reports, and investment 

1 Investment Company Act of 1940, 

15 U.S.C. Sess. 80 ( 2 ) - 1 to -52 (1954). 
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company letters., publications, and financial reports. The 
information was obtained from the Geroge Washington Uni- 
versity library, the Fairfax County library, the Library 
of the Securities and Exchange Commission, and the Public 
Document Rooms of the United States Congress. The analysis 
in the report is primarily deductive. 

Organization of the Study 

Entitled "Some Implications of the Adequacy of Mutual 
Fund Regulation, " this research report contains, in Chapter 
II, a listing of mutual fund development and traces the evo- 
lution and development of investment company regulation in 
the United States. Chapter III reviews the past studies anc. 
identifies the current issues concerned with determining the 
adequacy of present regulatory measures. Chapter TV analyses 
the effectiveness and adequacy of current regulation as well 
as the unresolved current issues and their relationship to 
existing regulatory laws. A summary and conclusions are 
presented in Chapter V. 



CHAPTER II 



HISTORY OF MUTUAL FUND DEVELOPMENT AND REGULATION 



What is a mutual fund? The phrase "mutual fund" is a 
somewhat colloquial term for what, technically and more 
descriptively, is an open-ended investment company. As 
stated in Chapter I, these two terms will he used inter- 
changeably herein. Nothing could be simpler than the basic 
idea of an investment company. It is a corporation whose 
only business is the proper investment of its shareholders' 
money. These assets are normally invested in common stocks 
or a combination of equities and bonds, in the hope of achiev- 
ing a specific Investment goal. A mutual fund brings together 
the Investment funds of many people with similar needs and 
purposes, and undertakes to do a better job of investing these 
funds and managing the investments than individuals could do 
for themselves. 



Mutual funds are limited by law to only offering one 
class of shares. A mutual fund's share total fluctuates from 
day to day because, jn most cases, the fund is constantly cre- 
ating new shares for investors who wish to purchase them, and 
in all cases is ready to buy back shares already in existence 
at whatever specific amount they are worth at the time. In 



other words, a mutual fund's capitalization is 
on one end and generally is open at both ends, 
shares are traded over the counter by dealers 
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who arc compensated by the fund management for their services. 
Although numerous distinctions are necessary for a complete 
understanding of all that investment companies and mutual 
funds offer, the purpose of this research is not to describe 
the structure of the industry, but rather to investigate 
the adequacy of Federal regulations of the management com- 
panies employed by the mutual fund organizations.' 1 ' Return- 
ing to the first subsidiary question, an examination of the 
history of mutual funds and their growth in the United States 
is appropriate. 



History of Mutual Funds and Their Growth in the United States 
While many modern business innovations have originated 
in the United States, Europe was the birthplace of investment 
companies. The origin, it is generally agreed, can be traced 
to the Societe Generate de Belgique, formed in 1822 by King 
William I of Belgium.^ However, the major development of in- 
vestment companies took place in England, beginning in 1868 
with the formation of the Foreign and Colonial Government 
Trust in London. This trust had as its purpose the diminish- 
ing or diversifying of risk in the purchase of foreign and 
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For further information concerning investment com- 
their organization, purpose, and operation, the first 
c p Investm e nt Companies, 1870 is recommended. In ves t- 
paries is published by Arthur Wieser.berger Services, 



York. 



York: 



O _ 

Hugh Bullock, The Story of investment 
Columbia University Press, 19597", P- 1. 
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